YATES PETRO.BM CORP.
| BLA 97-574 Deci ded March 9, 1999

Appeal froma Decision of the Acting Associate Drector for Policy and
Managenent | nprovenent, Mneral s Managenent Service, denying the appeal of
a decision by the Chief, Sate and I ndian Gonpliance Dvision. ME& 96-
0345- 0&G

Afirned.

1 Federal Q| and Gas Royal ty Managenent Act of 1982
Royalties--Q| and Gas Leases: Royalties: General ly

In val uing residue gas or gas plant products sol d
inan arms-length transaction for royalty purposes,
narketing costs are the obligation of the | essee. A
contractual 2-percent deduction fromthe net-back price
constitutes a marketing fee that cannot be deduct ed
fromthe royalty basis of production when the contract
provi des that the processor acquires the gas fromthe

| essee/ producer for resale, and the | essee does not
establish that any part of the 2-percent represents
the cost of transportation. Wen it appears that the
sale price reflects the deduction of narketing costs, a
decision requiring the | essee to recal culate royal ties
on the basis of a val ue which includes the narketing
costs wll be affirned on appeal .

APPEARANCES.  Tom Kravchak, Revenue Manager, Yates Petrol eum Gorp.,
Artesia, New Mexico, for Appellant; Hward W Chal ker, Esq., Geoffrey
Heath, Esq., Gfice of the Solicitor, US Departnent of the Interior,
Véshington, DC, for the Mneral s Managenent Servi ce.

(PN ON BY ADM N STRATI VE JUDGE TEHRRY
Yates Petrol eum Gorporation (Yates or Appel l ant) has appeal ed from
the July 9, 1997, Decision of the Acting Associate Drector for Policy and
Managenent | nprovenent, Mneral s Managenent Service (MVB or Respondent),

denying Yates' appeal of a decision by the Chief, Sate and I ndi an
Gonpl iance Ovision (S .
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The facts are undi sputed. Yates and Wstern Gas Processors, Ltd.
(Wstern), entered into an Cctober 1, 1987, "Gas Processi ng Gontract ™
(Gontract), where Véstern agreed to process and narket gas produced by
Yates fromits Federal oil and gas | ease. Vestern agreed to pay Yates
98 percent "of the net proceeds recei ved by Processor from Producer's
Mant Products and drip liquids." See ontract, Art. X para. 6.

ME found that the contractual 2-percent deduction fromthe net-back
price was a narketing fee. Accordingly, on August 9, 1996, S (D directed
Yates to increase the gross proceeds it had reported by 2-percent when
calculating the royalty due on production. Yates appeal ed that order to
the Drector, M. nh July 9, 1997, the Acting Associate Drector issued
the Deci sion under appeal here, affirmng S s previous determnation
that the 2-percent deduction was a nmarketing cost that was not deductabl e
fromthe val ue of production for the purposes of determining royalty.

Yat es appeal ed.

[1] The present situation, as MV argues in its Answer, anounts
to a contractual agreenent between Yates and Véstern under whi ch Véstern
agreed to sell Yates production in return for a 2-percent conm ssion.
There is, of course, nothing preventing a | essee fromengagi ng an agent
tosell its production. However, a lessee is obligated to pay royalty
on the value of the gas. The creation and devel opnent of narkets for
production is the very essence of the lessee's inplied obligation to
prudently nmarket production fromthe | ease at the hi ghest price obtai nabl e
for the muitual benefit of |essee and lessor; traditional ly, Federal |essees
have borne 100 percent of the costs of devel oping a narket for gas. Taylor
Energy Gonpany, 143 1BLA 80, 79 (1998); ARDD QI & Gas ., 112 IBLA G, 11
(1989); Witer Al & Gs Gorp., 111 IBLA 260, 265 (1989). It is the
lessee's duty to performthat service at no cost to the lessor. This neans
that the lessor's royalty is not reduced by the costs of finding a narket
for the gas, in this case, the 2-percent paynent to Véstern.

Nor can Yates avoid paying royalty on the cost of selling the gas
because a third party (Wstern) perforned that duty. It is irrelevant
who perforns the necessary obligations of a lessee, or that title nay have
passed fromthe Federal |essee prior to undertaking an activity the | essee
Is obligated to perform See Apache Gorp., 127 I BLA 125, 134 (1993). The
regul ations require Yates to increase the gross proceeds to the extent that
they were reduced because Wéstern provi ded narketing services, as the costs
of narketing services are Yates' responsibility as part of its duty to
narket the gas. See 30 CF.R § 206.152(i).

Inits Notice of Appeal (NOY), Yates challenges MB ruling that the
2-percent reduction is allocated totally for narketing services. Appellant
calls it a"narketing fee and transport expense,” and argues that the cost
of transportation is a deductible expense. (NA at 2.) Appellant
alternatively clains that "the transportation fee in question is a separate
and identifiable charge apart fromthe two percent narketing fee naking
MB argunent noot." 1d. Further, Yates argues that in denying its
initial
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appeal, M6 "agreed with Yates that Véstern's transportation charge for
noving gas fromthe tailgate of the Aneth Pant tothe San Juan P ant is
a deductible transportation all onance.” 1d.

Inits Answer, MMBreiterated that the July 9, 1997, Decision stated
that it appeared that a part of the 2-percent fee was for transportation
and that reasonabl e transportation costs nay be deducted fromroyalty
value. (Answer at 2.) But MMBnotes that, inits appeal, Appellant clains
that the 2-percent fee was only for narketing, and Yates has not provided
any detailed transportation costs justifying a deduction. Id., citing NOA
at 2.

V¢ nust agree wth MMB.  The | anguage of Article X paragraph 6 of
the 1987 ontract provides that the 2-percent reduction shall be taken from
the net, wth other "costs and expenses incurred or nade in connection wth
the sale and delivery of the Hant Product or liquid drip" deducted from
the total gross proceeds to establish the net. See ontract, Article X
para. 6. These costs deducted fromthe gross to establish the net cost
woul d, arguably, include reasonabl e transportation costs.

Transportation costs, |ike other deductions, nust be established by
the one claimng the deducti on. See Supron Energy Gorp., 55 IBLA 318, 322
(1981). In this case, Yates nust introduce evi dence that woul d est abl i sh
itsclam It has not done so despite its contractual right to information
related to the cost of transportation to be provided by VWéstern on request.
See ontract, Aticle XX 11, para. 1.

Accordingly, pursuant to the authority del egated to the Board of Land
Appeal s by the Secretary of the Interior, 43 CF. R 8§ 4.1, the Decision
appeal ed fromis affirned.

Janes P. Terry
Admini strative Judge

| concur:

RW Milen
Admini strative Judge
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